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SUMMARY OF PARTNERSHIP ADVISORY GROUP 
RECOMMENDATIONS 


_ This document is a summary of two Subchapter K Advisory. Group 
ee the revised report dated December 31, 1957, which contains 
but one of the group’s recommendations; and the supplementary 
report, dated December 8, 1958. This document presents the recom- 
mendations in these two reports in the same order and using the same 
‘numbers and headings as the report of December 31; 1957. This 
document presents a brief explanation of present law and the recom- 
mendation under each heading, For reasons given by the advisory 
group for recommendations, as well as the proposed statutory language, 
reference should be made to the advisory group report of December 31, 
1957, under the same numbered heading. 

A bill, H.R. 4460, containing the recommendations of the Partner- 
ship Advisory Group was introduced by Chairman Mills on February 
12, 1959. - This bill contains the new section numbers proposed by the 
advisory group in its rearrangement. A cross reference table from 
the section numbers in existing law (or the numbers which would be 
used if there were no rearrangement) to those used under the rearrange- 
ment is shown at the end of this report. 


1. Rearrangement of subchapter K 


The present partnership provisions are divided into four parts 
with one of these parts subdivided into four subparts. The parts 
and subparts of existing law are as follows: 

Part I. Determination of tax liability 
Part II. Contributions, distributions, and transfers 
Subpart A. Contributions to a partnership . 
Subpart B. Distributions by a partnership 
Subpart C. Transfers of interests in a partnership 
Subpart D. Provisions common to other subparts (including 
the collapsible partnership provision) 
Part ILI. Definitions 
Rart IV, Effective date 

The advisory group would rearrange the partnership provisions so 
that the provisions generally applicable to a ‘‘simple’’ partnership 
would fall in part I, the special provisions relating to collapsible 
partnerships would fall in part IT, and the remaining or more technical 
provisions would fall in part III. The outline of the proposed rear- 
rangement by the advisory group is as follows: 

Part I. Rules generally applicable to partners and partnerships 
Subpart A. Determination of tax liability 
Subpart B. Contributions to a partnership 
Subpart C. Distribution by a partnership 
Subpart D, Transfers of interests in a partnership 
Subpart E, Treatment of certain liabilities 
Part II. Collapsible partnership transactions 
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Part III. Special rules for partners and partnerships 
Subpart A. Special rules in determining tax liability 
Subpart B. Termination of retiring or deceased partner’s 
interest 
Subpart C. Special adjustments to basis of partnership 
: property 7 See 
Part IV. Definitions 011s: 
Part V. Effective date for subchapter 
2. Section 702 (b) and (d), Level for determining character of income 

_ aml application of limitations | 

Section 702(b) of the 1954, Code provides that, only the items of 
income,| gain, loss, deduction, or eredit,.which were ; included. in. a 
partner’s distributive share under paragraphs (1). through. (8) of sub- 
section (a), of section 702 are to retain their original character in the 
hands, of the partner as though they were aime directly by him 
frem the|same source from which realized by the partnership and. in 
the same manner.. After excluding such items, the remaining income 
or loss, grouped in paragraph (9),.. became.ordinary income or Joss 
without any character other than ‘partnership income or loss.” 

(a) Character of items constituting, distributive share——The advisory. 
group proposes that the character of all partnership items, not just 
eertain listed items, carry over into. the hands of the Jara! 
partners. Therefore, it would amend section 702(b) so that, the items 
covered by paragraph (9) of subsection (a), as well.as the items listed 
in paragraphs (1) through (8), of subsection, (a), are, to retain their 
character in the partner’s hands. In effect the present regulations 
already achieve this result. 

In addition the partnership report stresses that the character of the 
income items is to be determined at the partner level but that account 
must be taken of the fact that the partnership is acting for the partners 
and thus that they are engaged in whatever business the partnership is. 
Thus, for example, under the advisory group suggestion the sale of a 
property by a partnership might result in ordinary. mcome to a partner 
who is a real estate dealer and capital gain ‘to other partners. How- 
ever, just as'it is possible for a real estate dealer who is‘a sole proprie- 
tor to have a segregated investment account (sales' from twitich result 
in capital gain), so also is it possible that ‘a partnership mterest repre- 
sents an investment account, sales from which will give rise to’ eapital 
gain rather than ordinary income. This would ‘be ‘a fact question 
which would have to be determined separately in each case. 

(6) Limitations in computing tarable ineome—Various sections of 
the code impose limits upon the amount of an item which is to be taken 
into account in computing taxable income. However, subchapter K 
does not make it clear whether the code imposes these limitations at 
the partnership or at the partner level. 

The advisory group recommends that the statute be’ made clear on 
this point by adding a new ‘subsection (d) v6 ‘section 702, providing 
that wherever a limitation is imposed’ upon the inchidability or the 
deductibility of an item, each partner is entitled to his ‘full share up to 
the statutory limit and that the partnership is disrégarded for this 
purpose. This is essentially the same result‘as is now obtained by the 
present regulations. 
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3. Section 702(c). Gross income. of @ partner 

Section 702 (ce) of the code states: 

In arty case where it is necessary to determine the gross income of a partner for 

purposes of this title, su¢éh amount shall include his distributive share of the gross 
income of the partnership, 
Gross income of the partnership as used here is not raduced by any 
guaranteed payments made by the partnership to the partners. Sec- 
tion 707(c), however, also provides that guaranteed payments are to 
be included in gross income for purposes of section 61 (a): 

As the result of the interrelationship of sections 702(¢) and 707(e), 
the law may be interpreted as requiring the clusion of guaranteed 
_ payments in a partner’s gross income twice, once as a portion of his 
distributive share of the partnership gross income and once directly 
as guaranteed payments. 

To overcome this possible double; inclusion in ineome of the 
same. amounts, the adyisory group would amend section 702(c) to 
include in gross income of a partner only the part of his distributive 
share in excess of any guaranteed payments. 

4. Section 703(b). Organizational expenditures 

Decisions by the Tax Court hold that legal fees incurred in the 
organization of a partnership are capital expenditures and cannot be 
deducted by the partnership. Seetion 248 of present law permits a 
corporation, if it so elects, to deduct’its organizational expenditures 
over a period of 5 years. 

The advisory group would add a new subsection (b) to section 703, 
permitting the deduction of e ses relating to the formation of a 
partnership or the revision of ‘the partnership agreement similar to 
that provided by section 248. However, the term “organizational 
expenses” is broadened to include costs of preparing or revising the 
partnership agreement after the pacnaetie is formed and the costs 
of preparmg or amending a buy-and-sell eement. Also, no 
attempt is made to exclude from “organizational expenses” the costs 
of obtaining capital contributions. 

5. Section 705. Determination of basis of partner’s interest 

Section 705 of present law provides two rules, a general rule and an 
alternative rule, for purposes of determining the basis of a partner’s 
interest. 

The general rule requires a partner to determine the adjusted basis 
of his interest by taking the basis of the property originally contributed 
to the partnership, or the basis of the interest at the time of purchase, 
and then increasing this by the partner’s distributive share of the 
income of the partnership and decreasing it by the ner hnernni, bane 
of assets distributed to him, and by the partner’s distributive.share of 
lesses of the partnership. 

The alternative rule provides that the Secretary or his delegate 
may prescribe the conditions under which the adjusted basis; of a 
partner's interest. may be determined by reference to what his pro- 
portionate share of the adjusted basis of partnership property would 
be if the partnership were to be terminated at that time. 

The advisory group recommends that this alternative rule, with 
modifications, be made the general or standard rule, and that the 
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general rule be made the alternative rule. For this new general rule 
to apply, however, its application would be limited to those cases 
where the contributions, transfers, and distributions. which have 
occurred will not result in any substantial difference in the basis for 
a partner’s interest than under the new alternative rule. However, 
if there is a substantial difference, under the proposal partners will 
still be permitted to use the new general rule if they are willing to 
make whatever adjustments are necessary to eliminate any substantial 
difference in basis computed under the two,methods. The restric- 
tion on the use of the new general rule would apply, however, only if 
the Secretary or his delegate, or one or more of. the partners, can 
establish that there would be a substantial difference if the new 
alternative rule had applied. 


6. Section 706(b). Changing or adopting a taxable year 

Section 706(b)(1) of present law would appear to require estab- 
lishment to the satisfaction of the Secretary or his delegate of a bus- 
mess purpose before a partnership can adopt any year where its 
po partners are on different taxable years. However, the regu- 
ations on this point provide that a newly formed partnership may 
adopt a calendar year as its taxable year without securing prior ap- 
proval from the Commissioner if all of its principal partners are not 
on the same taxable year. Presumably the authority for this is con- 
tained in sections 441(b)(2) and 441(g)(3) of the code, 

The advisory group recommends that the law (sec. 706(b)(1)) be 
amended clearly to permit a partnership to adopt the calendar year as 
its taxable year without the consent of the Secretary or his delegate 
where the principal partners have different taxable years. This has 
the effect of specifically conforming the statute to the present position 
of the regulations. . 

Section 706(b)(2) of present law would seem to indicate that a 
principal partner may change his taxable year to that of the partner- 
ship without obtaining the consent of the Secretary or his delegate. 
However, the regulations on this section (See. 7.706—1(b)(2)) indicate 
that a partner may not change his taxable year without securing prior 
approval from the Commissioner. This requirement is based on the 
fact that section 442 provides that if a taxpayer changes his’ annual 
accounting period, the new accounting period is to become the tax- 
payer’s taxable year only if the change 1s approved by the Secretary 
or his delegate. The advisory group recommends that section 706 
(b) (2) be amended to make it clear that this consent must be obtained 
as is now required by the regulations. 

The advisory group, however, has certain doubts as to the general 
interpretation of the regulations under section 442 as to the cases 
where it believes consent should be granted. It believes that a 
determination should be made as to whether there is a substantial 
business purpose and that tax benefits arising from any deferral 
should be taken into account as a factor in determining the bona fides 
of the substantial business purpose. The regulations apparently 
would generally deny consent where the change made a substantial 
difference in tax, even though there was a clear business purpose for 
the change. 
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7.. Section 706(c). Close of a taxable year upon the death of a partner 


Section 706(c)(2)(A) (ii) of. present law provides that the taxable 
year of a partnership with respect to a partner who dies shall not 
close prior to the end of the partnership’s taxable year. 

Keeping open the partnership year with respect to a partner who 
dies prevents the possibility.of any “bunching” of income for tax 
purposes in the year of death of a partner whose taxable year differs 
from that of this partnership. However, this also may deny the 
opportunity to offset this income against deductions and exemptions 
available in the year of death. In addition, it may deny the benefits 
of income-splitting with respect to this partnership income. 

The advisory group recommends that, as a general rule the partner- 
- ship taxable year in the case of a deceased partner close at the date of 
death. However, it suggests that the successor in interest of a de- 
ceased partner be given the option to continue the year with respect 
to the deceased partner’s distributive share of the partnership income 
to the normal ending of the partnership year where there has been no 
sale, exchange, or liquidation of this interest before that date.. Where 
the interest has been sold, exchanged, or liquidated before the end of 
the year the successor in interest is to have the option to close the 
partnership taxable year for the decedent’s interest as of the date of 
the disposition. 


8. Section 707(b). Certain sales or exchanges of property with respect to 
controlled partnerships 


Section 707(a) of present law provides that as a general rule, if a 
partner engages in a transaction with a partnership, other than in his 
capacity as a member of the partnership, the transaction is to be con- 
sidered as occurring between the partnership and one who is not a 
ach Subsection (b), however, provides certain exceptions to this 
rule. 

Paragraph (1) of subsection (b) disallows losses in the case of sales 
or exchanges of property between a partnership and a partner owning, 
_ directly or indirectly, more than 50 percent of the capital interest, or 
profits interest, in the partnership, and also in the case of two partner- 
ships in which the same persons own, directly or indirectly, more 
than 50 percent of the capital interests or profits interests. 

wanna (2) of subsection (b) of present.law provides in certain 
cases that any gain recognized on the sale or exchange of property 
other than a capital asset is to be ordinary income. The transactions 
referred to are sales or exchanges between a partnership and a partner 
owning, directly or indirectly, more than 80 percent of the capital 
interest, or profits interests, in the partnership or between two partner- 
ships in which the same persons own, directly or indirectly, more 
than 80 percent of the capital interests, or profits interests. 

The advisory group recommends a series of changes designed more 
closely to correlate the loss provision and gain provision with the 
provisions relating to corporations. 

The most important modification suggested with respect to losses 
would expand the provision to cover losses which may arisé in the 
cage of sales or exchanges between a partnership and ‘a corporation or 
trust or estate, where there is ownership of common interests of 50 
percent or more. 
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In the case of the gain provision two important modifications are 
suggested. First, under present law the partnership provision applies 
to all property other than a capital asset, while the provision ‘m ‘sec- 
tion 1239 for corporations applies only to property of a character 
which is subject to the allowance for depreciation provided in section 
167. The advisory group would conform the partnership provision 
with the corporate provision. 

Second, the partnership provision of existing law applies the rela- 
tively broad constructive ownership rules of seetion 267, while seetion 
1239 extends ownership to include only interests owned by a person’s 
spouse, his minor children, and his minor grandchildren. The advis- 
ory group in this respect also would conform the gain provision for 
partnerships with the rules provided for corporations. 

In both the loss and gain provisions, where the transactions are 
between partnerships, the advisory group would substitute “own com- 
mon interests of more than 50 percent’’ (or 80 percent) for the words 
“owning, direetly or indirectly, more than 50 percent” (or 80 percent). 
This new wording is also applied in the case of a transaction between a 
partnership and a corporation, trust, or estate. Thus, for example, if 
partners A and B shared the ownership of one partnership on a 10- 
percent-90-percent basis and the ownership of another partnership on a 
90-percent-10-percent basis, the “common” ownership of ‘A in the two 
partnerships would be 10 percent. The “common” ownership of B 
also would be 10 percent, with the result that. the total common interests 
owned by the two partners in each partnership would be 20 percent. 
This would not constitute a controlled partnership under the proposal 
either in the case of a loss or a gain. Under existing law such ownershi 
would constitute a sale between controlled partnerships because both 
A and B are members of both partnerships and together own more than 
a 50 percent interest in each partnership (or more than 80 percent 
interest in the case of the gain provision). 


9. Section 708(b)(1)(B). Termination of a partnership on sale to another 
partner of an wterest of 50 percent or more 
Present law provides that a partnership is to be considered as termi- 
nated if, within a 12-month period, there is a sale or exchange of 50 
ercent or more of the total interest in partnership capital and profits. 
Thus, the sale of a partnership interest to another partner will terminate 
the partnership if the interest sold is in excess of 50 percent of the total 
interest in the partnership capital and profits. However, no termina- 
tion occurs where a partner’s interest is liquidated by making distribu- 
tions to him of more than 50 percent of the partnership assets. ( 
The advisory group recommends that a partnership not be termi- 
nated by a sale (regardless of the percentage interest sold) to partners 
who have been members of the partnership for at least 12 months prior 
to such sale. The group also recommends a technical change. 


10. Sections 721, 722, and 724. Interest in partnership capital ex- 
changed for services 

Present. law provides that no gain or loss is to be recognized to a 
partnership or to any of the partpers in the case of a contribution of 
property to the nerinessiip in exchange for an interest in. the partner- 
ship. wcver, the regulations (sec. 1.721—1(b)(1)) state that, this 
provision does not apply to the extent a partner gives up a part of his 
contributions as compensation for services rendered by another person. 


| 
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In such a case the value of the interest transferred is income to, the 
person performing the serviees.. The amount of the income in this 
case is the fair market value of the interest transferred at the time of 
the transfer in the case of past services, or otherwise at the time the 
services are rendered. 

With certain modifications, the advisory group approves of the 
general result obtained by the regulations. It recommends that: 

(1) The person receiving an interest in capital of the partner- 
ship in exchange for the performance of services include an amount 
representing this interest in his gross income and pay ordinary 
income tax on it. 

(2) The partners relinquishing parts of their interests in the 
partnership receive an expense de uction (or an addition t» the 
basis of partnership properties if the services performed added to 
the capital value of partnership properties) for the amount treated 
as ordinary income to the service partner. 

(3) The amount taken into account as ordinary income by 
the service partner and the amount treated as being transferred 
by the other partners, if the transfer is not subject to restrictions, 
is to be (a) the fair market value of the interest at the time of 
the transfer, or (5) the transferee partner’s share of the basis of 
partnership property, whichever is smaller. However, if the 
interest transferred is subject to restrictions, the amount to be 
taken into account is to be the least of (a) the fair market value 
the interest would have had at the time of the exchange had 
there been no limitations, (6) the fair market value of the services 
performed, or (c) the transferee partner’s share of the basis of 
the partnership property. 

(4) An exception is provided to the general rules set forth 
above. The service partner is not to be taxed (and the other 
partners not to receive an expense deduction or basis for partner- 
ship property) where the partnership interest acquired would 
not have been taxable if the interest had been acquired in the 
absence of the partnership form of organization. 

The advisory group’s proposal can be illustrated by the following 
example: First, it will be assumed that the transfer of the partnership 
interest is not subject to restrictions. In this case, if the value of the 
capital interest at the time of the transfer is $1,000, but the partners 
had a basis for this interest of only $600, the advisory group would 
have the individual receiving the interest include in his income the 
smaller of these two amounts, namely, the $600. In addition, the 
partners transferring the interest could claim an expense deduction of 
$600 unless the services performed increased the value of partnership 
property, in which case the basis of partnership property would 
increase by the $600. 

Second is the case where the partnership interest is subject to 
restrictions at the time of the transfer. For example, assume that 
the individual may not transfer or hypothecate his interest until after 
the performance by him of certain tasks for a period of, say, 5 years. 
Difficulties of valuing the interest transferred are likely to exist in 
this case. Assume, however, that the value of the interest, if it were 
not subject to the restrictions, would in this case be $1,000 but that 
the services to be performed are valued at only $500. Again assume 
that the basis of the interest being transferred is $600. In this case 

36921—59——2 
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the amount taken into income by the individual performing the service 
will be the least of these three amounts, or in this case the $500, 
representing the value of the services performed. This same amount 
can be claimed by the partners transferring the interest as an expense 
deduction or as an addition to basis of partnership property. 


11. Sections 731 and 732. Extent of recognition of gain or loss or dis- 
tribution and basis of distributed property other than money 
This is a conforming change required by changes made by the 
group in section 751. 


12. Section 734. Optional adjustment to basis of undistributed partner- 
ship property 

Present law provides that the basis of partnership property is not 
to be adjusted as the result of a distribution of property to a partner 
unless the partnership has so elected under section 754. Subsection 
(b) relates to the method of adjustment where such an election has 
been made. 

The advisory group would make technical revisions in the method 
of computing the optional adjustment to the basis of partnership 
property. ‘These are made to conform this method of computation 
with that now used where there is a change in basis on the sale of an 
interest. 

In addition to the change described above, the advisory group is 
also proposing a ‘de minimis” rule to be applied in the case of section 
734(b). It would provide that even through the partnership bas 
elected to make the adjustments to partnership basis it need not 
make these adjustments where the total with respect to a distribution 
is less than $1,000. 


13. Section 735(a). Character of gain or loss in the case of sales or 
exchanges of distributed property 

Present law provides that if a partnership distributes unrealized 
receivables or inventory items to a partner which he iu turn sells, any 
gain realized by the distributee partner is to be ordinary income in the 
case of the inventory items, if they are disposed of within 5 years of 
the distribution, and in the case of unrealized receivables irrespective 
of how long after the distribution the sale occurs. 

(a) Donee of distributee——Both in the case of unrealized receivables 
and inventory items, present law refers to gain or loss “by a distributee 
partner.’”’ As a result a distributee partner may be ble to make a 
gift of the unrealized receivables or inventory items received by him 
and his donee upon the sale of the receivables or inventory items may 
not be subject to the ordinary income treatment which would apply 
if the distributee partner had made the sale. 

The advisory group recommends that the character of a gain or loss 
on the sale of unrealized receivables or substantially appreciated 
inventory items distributed to a partner be maintained through all 
subsequent transfers of the property where the basis of the transferor 
partner for the property is carried over to the transferee. 

(b) Elimination of 5-year limit on holding period——The advisory 
a“ recommends that inventory items like unrealized receivables 
should result in ordinary income upon sale by a distributee partner 
without regard to whether these items have been held over 5 years. 
This is interrelated with the group’s recommendations on section 751. 
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14. Section 736. Amounts paid to @ retiring partner or @ deceased 
partner’s successor in interest 


Present law provides that, when amounts are paid to a retiring 
partner or successor in interest of a deceased partner in liquidation of 
a partnership interest, the amount is subject to the ordinary distribu- 
tion rules (i.e., it is a sec. 736(b) payment) to the extent it is in ex- 
change for the partner’s share of partnership property. However, 
amounts paid in excess of the fair market value of this share of the 
property are treated as a distributive share of partnership income or 
as a guaranteed payment (i.e., as a sec. 736(a) payment). There are 
two exceptions, however, to these general rules. First, a payment for 
unrealized receivables of the partnership is always treated as a section 
736(a) payment rather than as a distribution. Second, a payment in 
exchange for the retiring partner’s or successor’s interest in good will 
of the partnership is not considered to be a section 736(b) payment 
unless the partnership agreement so provides 

The advisory group in general approves of the tax results obtained 
under section 736 but recommends that the following specific rules be 
added: 

(1) It proposes that the time of taking section 736(a) pay- 
ments into account be clarified. Generally, under the proposal, 
section 736(a) amounts would be taken into account on the last 
day of the taxable year of the partnership in which they are paid 
or become payable. However, where amounts become payable 
by April 15 of the year following the close of the partnership vear 
in which they are determined, the amounts are to be taken into 
account as of the end of the prior partnership year. 

(2) Amounts not taken into account until after April 15 of 
the year following the year in which determined are always to be 
classified as “guaranteed payments” and never as ‘distributive 
shares” and, therefore, in these cases there will not be carried 
over to the retired partner, or heir, any of the special character- 
istics of the partnership income. 

(3) Unrealized receivables are redefined more narrowly than 
under existing law. Also, to the extent these receivables repre- 
sent items “‘billed” before the death or retirement of the partner, 
they are to be classified as section 736(a) payments as under 
present law but to the extent they are not billed by that time 
they may, at the election of the partnership, be treated as either 
section 736(a) or section 736(b) amounts. (This is taken from 
the supplementary report.) 

(4) The election to treat good will as either a section 736(a) or 
section 736(b) amount, under the advisory group suggestion, can 
be made outside of the partnership agreement and also can be 
made between the remaining partners and the heir after the death 
of a partner. 

(5) Where all of the payments with respect to a partnership 
interest are made within a 12-month period, the entire amount, 
if the partners agree, may be treated as coming under the ordi- 
nary distribution rules with no part being classified as a section 
736(a) payment. 

(6) Where a distribution includes both money and other prop- 
erty, it is recommended that the money first be considered as the 








10 SUMMARY OF PARTNERSHIP ADVISORY GROUP RECOMMENDATIONS 


section 736(a) payment with the other property generally being 
classified as the section 736(b) payment. 

(7) It isrecommended that where a new partnership, corpora- 
tion, or other organization becomes a successor of a former part- 
nership, that the successor organization be treated the same as the 
former partnership with respect to any section 736(a) payments it 
is required to make on the account of the former partnership. 
This rule would apply, however, only to the extent that the 
successor had not received a basis for the liability to make the 
section 736(a) payment. In addition, the retired partner or 
heir receiving the section 736(a) payments from the successor 
organization to the former partnership is to treat these payments 
as ordinary income in the same manner as if he were still receiving 
them from the former partnership. 


15. Section 741. Recognition and character of gain or loss on sale 
4 ( Mf 
This is a conforming change required by the changes made by the 
. . a 5 . t ’ 
group in section 751. 


16. Section 743(b). Optional basis adjustment for transferee on sale of a 
partnership interest 

Present law provides that as a general rule the basis of partnership 
assets is not to be changed as the result of the transfer of a partner- 
ship interest on a sale or exchange or on the death of a partner. How- 
ever, section 743(b) provides that in these cases the partnership may 
elect (under sec. 754) to make an adjustment to the basis of partner- 
ship properties for purposes of the transferee partner. If a partnership 
elects to make this adjustment to the basis of partnership property, 
this election is binding with respect to all future transfers unless per- 
mission for revocation is received from the Secretary or his delegate. 

The advisory group recommends that a “de minimis’ rule be added 
to the optional adjustment for transfers. This provides that even 
though a partnership has elected to make the adjustment to partner- 
ship basis for transferees it need not make this adjustment where the 
total adjustment with respect to a transfer is less than $1,000. (Also 
see sec. 755.) 


17. Section 751. Sales or exchanges of partnership interests resulting in 
ordinary income (collapsible partnership provision) 

Under present law the so-called collapsible partnership provision 
applies both to sales of partnership interests and also to distributions 
by a partnership where there is an exchange or distribution with respect 
to certain ordinary income-type assets, and these assets represent a 
significant element in the transaction. The types of property with 
which this collapsible partnership provision is concerned are “unreal- 
ized receivables” and “inventory items which have substantially 
appreciated in value.” The existing statute presents detailed defini- 
tions of unrealized receivables and inventory items. In addition, in 
the case of inventory items, two tests are applied in determining 
whether there is substantial appreciation and, therefore, whether or 
not the collapsible partnership provision applies. In all cases, how- 
ever, the collapsible partnership provision applies in the case of 
unrealized receivables. For the gain attributable to the inventory 
items to be treated as ordinary income their fair market value must 
exceed 120 percent of their basis and also the fair market value of these 
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assets must represent more than 10 percent of the fair market value 
of all partnership property other than money. 

The advisory group makes substantial revisions in the present 
section 751. The most important-of these changes are listed below: 

(1) The group would make section 751 imapplicable in the case 
of distributions. Thus, where distributions are made with 
respeet to unrealized receivables or substantially appreciated 
inventery items, no longer would any ordinary income cS realized 
by the distributee or by the partnership. As an offset to eliminat- 
ing this ordinary income treatment the advisory group would 
modify section 735 to provide that inventory items: distributed 
are always to result in ordinary income when sold by the dis- 
tributee even though held more than. 5 years. In addition, 
section 755 is modified to proyiee that where a partnership makes 
a distribution of partnership property, it in no case is to be per- 
mitted to make an adjustment to the basis of any remaining 
partnership property representing section 751 assets. 
~ (2) The application of section 751 would be limited to those 
cases where the gains attributable to section 751 assets exceed 
$1,000 per transaction. 

(3) The section would be applied only where there is an overall 
gain on the sale or exchange of a partnership interest, taki 
into aceount not only the gain on section 751 assets but also any 
loss which may be attributable to other assets. Thus, for ex- 
ample, if there is a gain of $5,000 with respect to section 751 
assets, but a loss with respect to capital assets of $3,000, the ordi- 
nary income gain to be taken into account is $2,000. 

(4) The “substantial appreciation test’? which under present 
law applies only in the ease of inventory items would under the 
advisory group report be applied to all section 751 assets. 

(5) The “substantial appreciation’ test of present law would be 
revised by substituting a single test for the two tests now in effect. 
Under present law there is substantial appreciation if the un- 
realized gain in the inventory represents more than 20 percent of 
the value of the inventory and if the inventory represents more 
than 10 percent of the total value of partnership assets other 
than money. Under the advisory group suggestion there would 
be “substantial appreciation” only if the unrealized gain with 
respect to the selling partner’s share of the section 751 assets 
represented more than 15 percent of the selling price of the 
interest. Assume, for example, that the selling partner’s share 
of section 751 assets has a value of $5,000 and a cost basis of 
$3,000. Therefore, the appreciation in value of the 751 assets 
in this case amounts to $2,000. Assume further that the selling 
price for the interest is $10,000 (and that no liabilities are in- 
volved). In this case the appreciation in value of the section 751 
assets of $2,000 represents more than 15 percent of the $10,000 
selling price of the interest. Therefore, the entire gain of $2,000 
with respect to the section 751 assets is taxed as ordinary income 
to the selling partner. 

(6) The definitions of “unrealized receivables” and “invento 
items”’ are deleted and in their place is substituted a rule whic 
provides in general that, if the sale or exchangeof an item by an 
individual would result in ordinary income, it is to be classified as 
a section 751 asset. 
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(7) The definition of substantially appreciated section 751 
assets is tightened by determining whether or not there is’ sub- 
stantial appreciation for purposes of the 15 percent test: on a 
“net”? rather than “gross” basis, eliminating assets attributable 
to partnership liabilities in this computation. 

(8) A special partnership basis is provided for a prior transferee 
who sells or exchanges his interest where there is no election to 
step up (or down) the partnership basis with respect to section 751 
assets and the sale takes place within 2 years of the first transfer. 
This is similar to a rule already available in the case of liquidating 
distributions. 


18. Section 752. Limitation on partner’s distributive share of losses 


Present law (in sec. 704(d)) provides that a partner’s share of a 
artnership loss is to be allowed only to the extent of the basis for his 
interest in the partnership. Any excess loss is to be allowéd as a 
deduction only when the excess is repaid to the partnership. On the 
other hand, section 752 provides that an increase or decrease in a 
partner’s share of the liabilities of a partnership, or any increase or 
decrease in his individual liabilities as a result of a shift in liabilities 
between a partner and a partnership, is to result in an increase or 
aorayere in the adjusted basis of the partner’s interest in the partner- 
ship. 
he advisory group recommends where a partner is fully obligated 
to pay a liability to the partnership that he receive a basis for his 
interest to the extent of his obligation. This will ordinarily make 
any losses which may have given rise to the liability deductible in 
the year incurred, 


19. Section 753. Income in respect of decedent 


Present law provides that the amount includible in gross income of 
an heir of a deceased partner under section 736(a) is to be considered 
income in respect of a decedent under section’ 691. Thus section 
736(a) amounts are includible 1n the gross estate ef the decedent 
partner for estate tax purposes; then subsequently, when such amounts 
are paid, the recipient is subject to ordinary income tax and obtains 
no basis with respect to such amounts as a result of the transfer at 
the decedent’s death. However, to mitigate the effect of imposing 
both an estate tax and an income tax on the same amount, a deduction 
presently is available to the recipient of these payments equal to the 
portion of the estate tax paid which was attributable to them. 

The present section 753 makes no mention of the treatment of the 
decedent’s distributive share for the portion of the partrership year 
up to the date of his death, including any part of this share, which 
the decedent may have withdrawn before death. However, the 
regulations (sec. 1.753—1(b)) make it clear that such income is subject 
to section 691 treatment. 

The treatment which would be available if the advisory group’s 
recommendations are adopted with respect to section 753 can be 
summarized as follows: 

(1) A deceased partner’s distributive share of partnership 
income in the year of his death, for the portion of the year before 
his death, is to be eligible for section 691 treatment. This is a 
clarifying amendment since such treatment apparently is now 
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provided under section 691(a) of present law. In addition, it is 

made clear that the credit for estate tax against such income is 

to be computed by taking into account the full share of income 

attributable to the part of the year before the decedent’s death, 

apeiating amounts which may have been withdrawn before his 
eath. 

(2) Accruable items (the term substituted for the redefined 
unrealized receivables) are to be treated as income in respect of 
the decedent for purposes of section 691 whether or not the 
accruable items referred to come under section 736(a). This is 
true, however, only in the case of “billed” accruable items. 
Unbilled accruable items are included only if they come under 
section 736(a). 

(3) As under present law, it was provided that amounts in- 
cludible under section 736(a) constitute income in respect of a 
decedent. However, it is made clear that the only amount 
eligible for this treatment and includible in the gross estate for 
estate tax purposes is the fair market value of these section 736(a) 
amounts at the time of the decedent’s death (or alternative valua- 
tion date). 

(4) Itis made clear that the basis of an interest in a partnership 
acquired from a deceased partner is to be stepped up (or down) 
in the manner provided in section 1014(a) except to the extent 
that the fair market value at death reflects accruable items or 
amounts payable under section 736(a). 


20. Section 758. Manner of allocating optional adjustments to basis of 
partnership property 

Present law indicates the manner in which an election may be made 
to establish a special partnership basis for property in the case of a 
partner who acquired his interest by transfer. It also indicates the 
manner in which an election may be made for adjustments to partner- 
ship property as the result of a distribution of property to a partner 
where the property takes a different basis in the hands of the dis- 
tributee than it had in the hands of the partnership, or where gain is 
recognized to the distributee, At present if a partnership elects to 
make the adjustments with respect to a transferee partner it must also 
elect to make the adjustments with respect to distributions, and vice 
versa. Once such actin is made it generally applies to all sub- 
sequent distributions and transfers. 

he advisory group recommends that the elections with respect to 
transferee partners (provided in sec. 743 (b)) and with respect to 
distributions (provided in sec. 734(b)) be made separate elections. 

Under present law the manner or making an election with respect 
to section 734(b) or. 743(b) adjustments is left to the regulations. 
The regulations have provided that this election must be made in a 
statement filed with the partnership return for the first taxable year 
to which the election applies. 

The advisory group recommends that a partnership be allowed to 
file or change either of the elections under section 754 at any time 
before the end of a 3-year period beginning ‘with date prescribed by 
law for the filing of the partnership return. In determining this 
period, extensions of time for filing the return are not to further 
extend this period. 
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21. Section 765(b). Special rules for allocation of basis 

Section 755 of present law contains the allocation rules which must 
be followed by a partnership in allocating basis among various partner- 
ship properties where either a transfer has occurred and an adjust- 
ment is required with a to the transferee partner in the manner 
provided in section 743(b) or a distribution has been made by the 
partnership and an adjustment is required to the basis of partnershi 
property in the manner provided in section 734(b). orp 
rule contained in subsection (a) provides that basis is to be allocated 
among the partnership properties in a manner which reduces the 
difference between their fair market value and their adjusted bases. 
However, partnerships are also permitted to allocate the basis to 

artnership roperiies in any other manner permitted by regulations. 

Bibesction ), however, imposes certain limitations on the allocation 
rules set forth in subsection (a). It requires the ‘allocation rules to 
be applied separately between capital assets and trade or business 
properties on one hand and other property on the other hand. Thus, 
property distributed or interests transferred which give rise to a basis 
adjustment which fell in one of these two categories must be allocated 
to partnership property falling in the same category: The special 
allocation rules also provide that the basis of any partnership property 
may not be red below zero. They further provide that in the 
ease of a distribution where adjustments to basis of property is pre- 
vented by the absence of such property on the part of the partnership 
or an insufficient adjusted basis the adjustments are to be held in 
abeyance and then applied to subsequently acquired property. 

The advisory group would make the following changes in section 
755: 

(1) It would remove the requirement of present law that ad- 
justments to the basis of partnership property must be made 
separately for capital assets and depreciable property in the case 
of transfers of interests. 

(2) The advisory group recommends that in the case of dis- 
tributions the partnership is not to be permitted to make any 
allocation of basis to section 751 assets. This recommendation 
basically is a part of the section 751 proposal but is incorporated 
in section 755. 

(3) It recommends that the rule set forth in the Regulations 
to the effect that no basis may be allocated to assets whose ad- 
justed basis is equal to or exceeds their fair market value should 
Co incorporated in the statute. 

(4) It recommends omission from the statute of the reference 
to. holding in abeyance any adjustment to basis which cannot 
otherwise be made. Thus, if as a result of the application of 
any of the special allocation rules provided in subsection (b) with 
respect to distributions, no basis adjustment may be made to 
existing partnership assets, this adjustment will not be available, 
under the proposed statutory language, to be applied to any 
subsequently acquired partnership property coming in the 
appropriate category. 
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22. Section 761(a). Exclusion of certain organizations from partnership 
provisions P 

Present law creates two special categories of organizations which 
are permitted to be excluded from the application of all or part of 
subchapter K if all of the members so elect and if the income of such 
members can be adequately determined without the computation of 
partnership taxable income. 

The advisory group excludes all such organizations from the statu- 
tory definition of partnerships in the first instance. However, the 
privilege granted such organizations to be treated as partnerships 
under existing law has been preserved by allowing any such organiza- 
tion (as distinguished from the members) to elect to be so treated for 
the purpose of all or a part of subchapter K. In the case of organiza- 
tions which do not elect to be treated as partnerships for all or some 
part of subchapter K, the Secretary or his delegate is empowered to 
require the filing of such information with respect to the nature of 
the organization’s operations and the identity of its members as he 
shall deem necessary. 
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